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Early investment into start-up firm through venture capital investments is a 
risky, but highly profitable investment strategy. The possibility for multiple 
returns has lead investors to search for new companies in growing markets. 
China is a young growing market with many start-up companies unable to 
receive financing through traditional institutions. For these companies Venture 
Capital might present a viable solution for further growth.  
Prior to the 1990s Venture Capital was primarily a US phenomenon, but with 
globalization of IT and High-technology companies, the US based investors are 
now just one out of many investors. This paper analyzes the regulatory network 
in place in China and describes how Foreign Investors can enter the Chinese 
market through Venture Capital investments. This paper shows several practical 
approaches and explains how to utilize the various investment vehicles provided 
under Chinese law. 
The paper also shows laws promulgated by the Chinese Government from 2005 
and onwards can be shown as a dividing point when it comes to Venture Capital 
in China. Before 2005 the “offshore” structure with listing abroad was a 
common choice, but lately investments and exits have been pulled onshore. With 
the recent M&A regulations and the chances of a board in China equalling 
NASDAQ it’s safe to say that the Chinese Government intends to keep Venture 
Capital investments within China.  
Since 1978 China has promulgated an impressive set of laws and regulations, 
and in particular the commercial laws very much resemble western commercial 
laws. This being said, the standard Venture Capital contract model as perfected 
in the US, still can’t be fully applied in China and Venture Capitalists have had 
to adapt their strategies in China. The powerfulness of a Venture Capital 
contract lies in aligning founders’, employees’ and investors’ interests to secure a 
rapid growth, which have Chinese law have yet to allow. Since 2003 the Chinese 
Government has promoted onshore Venture Capital funds as the preferred 
investment structure. With recent amendments in this law and promulgation of 
new regulations including, but not limited to, a New Company law and Securities 
law, China is slowly moving towards international standards.  
This paper will show how to make venture capital investments in China to secure 
the best possible return within the frame of the current regulatory network and 
which factors should be taken into consideration when making venture capital 
investments in China. 
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Private Equity and Venture Capital - Definitions 
Private Equity (PE) is defined as investments made into companies which are not 
traded publicly on a stock exchange. PE can be divided into several sub-groups 
including: buy outs, growth capital and venture capital.1 
Venture Capital is a sub category of Private Equity and is typically characterized by 
outsiders offering capital and investing in newly founded companies with potential for 
high growth. Newly founded companies involved in high technology or high risk 
activity have limited access to capital. Traditional institutions like banks and other 
lending institutions are generally not interested in the risks connected with providing 
capital to newly founded companies without security.  
Prior to the 1990s Venture Capital was primarily a US phenomenon, but with 
globalization of IT and high-technology companies, the US based investors are just 
one out of many investors. The possibility for multiple returns have lead investors to 
search for new companies in growing markets, including China and India. China is a 
young growing market with many startup companies unable to receive financing 
through traditional institutions. For these companies Venture Capital might present a 
viable solution for further growth.  
 
China and Investments 
China officially started welcoming Foreign Direct Investment (FDI) in the late 70s 
and is today the developing country receiving most FDI in the world.  
The changes in the period 1979 - 2008 have been massive and thorough and includes 
a commitment to establish a modern transparent legal system. The government’s 
promulgation of laws, in particular laws related to commercial activities e.g. contract 
law of 1999, Company Law of 2006 and the Property Law of 2007, reinforce this 
impression.2  





1 CHAN, JOSEPH, Venture Capital and Private Equity in China.. China Law Press , 2008  p. 416 
 It is always difficult to define such terms and it should be clearly noticed that the definitions will vary between 
countries and over time, and as such have only a guidance effect 
2 There are several important civil laws also promulgated during the last 5-10 years relating to commercial 
operations including laws on securities, labor contract law, enterprise income tax law and a bankruptcy law. A 
more detailed historic presentation of the different laws and their development is presented in its’ own chapter 
further below. In addition the Chinese Government has improved procedural laws and strengthened the position of 















With China it is always difficult to predict the future, though it appears as the 
preferential treatment policies for FDI will be reduced.3  This development can be 
seen as a confirmation that the Chinese economy has developed to a certain level and 
that not all types of FDI are needed.4.  
Stable economic development is of major importance for the Chinese government and 
FDI is seen as a feasible method to develop Chinese high-tech industry. As so a 
regulatory network to encourage high-tech FDI has been promulgated.  The 
regulations reflect a balance between the FDI’s needs and the Chinese Government’s 
need to control and maintain the safety of Chinese economy.  
FDI laws are used to guide and encourage certain type of investments, and regulate 
complex issues such as M&A, antimonopoly, stock regulations, corporate governance, 
transfer of capital, tax laws and capital demands among others. 
This thesis is about FDI in China, more specifically about a marginal but very 
important investment type - Venture Capital (VC). The focus of this thesis will be on 
laws and regulations relating to FDI and VC. According to statics from Ministry of 
Commerce (MOFCOM) in 2007 approximately 38 000 FDI were made in China, 
though only a small percentage was related to so called venture capital investments.  
An FDI can be conducted through several different investment vehicles and a Foreign 
Investor (FI) needs to consider which of the legal investment vehicles is most suitable 
for the current investment project, including the consideration to what extent a 
Chinese partner is required.  VC is an FDI and the common FDI laws and principles 
apply, but due to the nature VC specific considerations must be conducted including 
an evaluation of various onshore / offshore structures, direct management or the 
hiring of a management firm, direct portfolio investments or the usage of funds and at 
last which sector of the economy to invest in.  
This thesis is structured as follows: The first part contains an introduction of the basic 
features of venture capital investments. The second part of the thesis will focus on 
investments in China, in particular how FDI is conducted and guided. The third part 
of the thesis will focus on various Chinese venture capital investments structures. I 
have decided to divide this part into four sub chapters; introduction with a brief 
description of the history of VC in China, offshore investments including operations 
in restricted sectors, onshore investments and exit options. 





3 In 2008 a new tax law for enterprises was promulgated. This law reflects the new government policy that 
Chinese owned companies and FDI shall be treated equally, as so, the earlier preferential tax rate for FDI was 
reduced, and in some cases removed. Certain exceptions still exist, including exceptions for VC investments. 
Currently the challenge in the future still lies in education of a legal personnel and implementation of already 
passed laws. Another challenges lies in reducing the complexity of the regulatory network and simplifying 
procedures.  
4 The government would like to decide which investments to approve of on the basis of which investment will 















Till 2005 the use of onshore-offshore structures and Special Purpose Vehicles (SPV) 
was the most common way to conduct VC investments in China. After certain 
regulatory changes in 2006-2007 this structure is now virtually impossible to use and 
would normally only have been of historic interest. Recently it has emerged that the 
central Government is considering reopening up for such investments. As so I will 
describe the structure in its full detail.5  
 
Since 2003 the Chinese Government has actively promoted onshore Venture Capital 
funds, formally referred to as Foreign Invested Venture Capital Enterprise (FIVCE), 
as the preferred investment structure for venture capital. This promotion has only 
been partly successful as venture capital investors still prefer to use contractual 
agreements and onshore - offshore solution.  
In perspective 2005 can be seen as a dividing point when it comes to Venture Capital 
in China and lately investments and exits have been pulled onshore. Till 2005 the use 
of onshore-offshore structures and Special Purpose Vehicles (SPV) 6 was the most 
common way to conduct VC investments in China. After certain regulatory changes 
in 2006-2007 this structure is now virtually impossible to use and would normally 
only have been of historic interest.7   
With the recent M&A regulations and the chances of a board in China equalling the 
Alternative Investment Marked in London (AIM) it’s safe to say that the Chinese 
Government intends to keep Venture Capital investments within China. 
This thesis will in detail lay out how to make venture capital investments through 
venture capital funds in China and evaluate the efficiency of these regulations.





5 Morrison Foerster, Shanghai Office. Interview conducted in January 2009 
6 The offshore structure was the VC investors’ way of reducing the legal risks and minimizing the need for 
approvals.  Simplified a so called “offshore – structure” is a structure in which the main investments takes place 
outside of Chinese jurisdiction, including sales and or listings, as so to avoid both tax and regulatory approval 
processes’ in Mainland China. The Chinese entity is simply the operating part of the structure.  















Venture Capital – International and Chinese principles 
Introduction – Early History  
Early in the 20th century investments somewhat similar to today’s VC investments 
were mainly conducted by wealthy families and individuals (today named Angel 
Investors)8 but it was not till after the second world war that private equity and 
venture capital started as a professional investment structure.  Historically in the US 
in the 1950s VC was designed to work as support for small and medium sized 
companies.9 Later during the 1960s the venture capital investments started focusing 
on technology companies and in order to diverse risks the investors started to pool 
money into investment funds and the use of Venture Capital management companies 
with professional mangers that separate today’s VC investments from the single 
investor / angel investor in the early 20th century.  
 
Current situation 
VC investors today are present on most continents, but the focus still lies in US, 
Europe (including Israel) and to some extent China and India. The last two are still 
developing countries with many good companies who could use capital, but the 
current legal and financial situation might give VC investors some legal challenges, in 
China this is exemplified with strict regulations on the flow of capital and fairly weak 
IP protection.10  
Contrary to common belief, the current financial situation is to some extent beneficial 
for VC investors, in particular VC investors in China. 11 For the last few years 
China’s has experienced and unprecedented economic development leading to 
unrealistic valuation of companies and an unstable stock market. In such a climate it 
is difficult for VC investors to complete their investments as founders of companies 
have unrealistic expectations for their own assets. The current correction to the market 
and the understanding from the Chinese government that transparency in the market 
and effective laws are vital to establish healthy capital markets, might lead to even 
better conditions for VC investors in China. 





8 Angel Investor normally refers to an individual investing personal capital directly into companies. It is also used 
on investors who invest in companies belong to “friends and family”. CHAN, JOSEPH, Venture Capital and 
Private Equity in China.. China Law Press , 2008 
9 To some extent intended as support for people who had served in the military.   
10 VC investors need for legal protection and the current Chinese regulatory regime is discussed in detail under 
chapter four and chapter 5. 















Venture Capital - general principles 
VC investment might in some cases be conducted by a single investor, referred to as 
venture capitalist / or in some occasions angel investor, but on most occasions VC 
investments are conducted by groups of investors. This is to be able to pool capital 
and spread risks and is often referred to as a VC fund. There are many structures to a 
VC fund, but in most cases it is structured as a limited partnership with one General 
Partner, often a VC management fund, and several limited partners. The Limited 
partners will together with the General Partner12 invest money in different companies 
with potential for high growth. The general partner deals with all the daily tasks, 
while the limited partner more follows the events as a board of directors would follow 
a General Manager of a regular business. 13 
The agreement between the limited partners and the general partners vary, though the 
general partners compensation is often divided in to a management fee and a 
performance bonus, meaning the general partner will get most of his compensation 
when companies are sold, merged or have their IPO. On average it can take 7-10 
years to realize an investment, it is therefore very common for VC investors, both 
general and limited partners, to have several funds operating at the same time and 
with different estimated liquidation time. An agreement between the GP and LP can 
also include investment areas, time frames and more administrative regulations, 
including meetings and LP’s right to participate. 
For the future I will deal with VC fund and VC investors as the same unless otherwise 
specified. A VC investment agreement is a complex and varied agreement between 
the owners of a company and the VC investors, but most VC investors still apply the 
same general principles. 
 
The investment contract between the VC investor and the target company is often 
referred to as a term sheet. Before committing to investing a VC investor will usually 
to some extent conduct due diligence. The degree and content of this due diligence 
will vary depending on the size of investment, type of company and legislation of the 
respective area. 
After establishing that the company is suitable for investment the VC investor and the 
potential company will have to enter into a nondisclosure agreement, in which after 
the VC investor will be able to learn about the actual inner knowledge of the company. 
Only at this point will the VC investor be able to evaluate if this company is worth 
further investments. Entering into this nondisclosure is a vital step in the cooperation 
between the VC investor and the company. The Company will have to reveal its 





12 The General Partner’s contribution to the fund is normally 1% or 2% of the whole funds size, though normally 
the General Partner will not contribute directly to the fund and instead lower the management fee accordingly.  
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